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Auditing
Question 1:
The capital of M Company consists of 200 shares of $100-par-value cumu
lative preferred stock and 2,000 shares of no-par-value common stock having a
paid-in value of $200,000.00. All the preferred stock is owned by one of the
larger creditors of the company. The common stock is owned by the president
of the company except for three qualifying shares held by his relatives. Organized
three years ago the company has been operating at a small loss.
The president wished to pay a dividend on the preferred stock but because
of the accumulated deficit, has authorized the treasurer of the company to pay
him, in addition to his salary, a commission on sales of $1,400.00, with which he
personally paid the dividend.
W h a t recognition should be made of this transaction on the financial state
ments of the company?
Question 2:
In the auditing of a small corporation, in which all the stock is closely held,
you find that 8 0 % of the company's assets is represented by an account termed
cash in vault, the vault being in the name of the president of the company, and
that the cash has been put in the vault by him temporarily because of the banking
crisis. H e does not wish the balance-sheet title for this cash to be qualified by any
comment to the effect that the funds are in his custody. Would you acquiese to
his wishes in the matter?
Question 3:
You find in auditing the accounts of the Banner Corporation for the year
ending December 31, 1932, that instead of depositing with the trustee the $10,000.00 required to retire the serial bonds due on October 15, 1932, the check was
issued to one of the three officers who acted as agent for all of them in acquiring
from the bondholders the maturing bonds at the lowest price possible. The
corporation then deposited the redeemed bonds with the trustee, the savings being
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retained by the officers. The three officers own all the outstanding stock.
W h a t would be your attitude toward this transaction? How would you
cover the point, if at all, in the balance sheet or certificate?
Question 4:
In your examination of the opening and closing finished-goods inventory of
a manufacturing company you find that at the end of 1931 the ratio of factory
cost to expected selling price was 6 5 % . At the end of 1932, because of lowered
selling prices, lower production, and idle plant, the ratio has become 112%.
W h a t steps would you take in determining a better basis of inventory valuation
for balance-sheet purposes?
Question 5:
(a) To what extent would you be governed in your audit of the accounts
of a corporation by Federal income tax regulations and rulings?
(b) The building account of the Bungler Corp. contains the following
items which a Federal revenue agent, in his examination of the 1931 return, has
disallowed in the determination of the depreciation basis of a building con
structed in 1924 and carried on the books at a cost of $195,298.00:
Particulars
Amount
Interest accrued during construction
$ 2,245.00
Taxes accrued during construction
895.00
Commission on stock sales
2,575.00
Discount and expense on ten-year bond issue for $150,000.00 due June
1, 1934
18,000.00
Organization expenses
1,500.00
Promoters' fees
7,500.00
Total

$ 32,715.00

Would you recommend that any of the above items be removed from the
building account? If so, what disposition would you make of the items removed?
Question 6:
The president of a company has been in the habit of running the company's
affairs under loose and inadequate by-laws, very much as he has seen fit, although
in a number of instances he has subsequently sought the approval of the Board of
Directors. As a business advisor you are asked, following an audit, to review
certain of his acts in 1932 with the idea of recommending to the Board whether
its authorization of these acts should precede or follow them. Outline briefly
the procedure you would suggest in each case so that authority may be properly
placed. The acts referred to were:
(1) Announcement of future declaration of dividends.
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(2) Appointment of salesmanager who is to be compensated $50,000.00
per annum.
(3) Letting contract for construction of new plant in another city.
(4) Dismissal of company's secretary who is also an office employee.
(5) Preparation of annual report to stockholders.
(6) Repurchase of stock from dissatisfied stockholder at a premium.
(7) Accepting business requiring purchase of new machinery.
(8) Agreeing to additional assessment of Federal income tax liability.
(9) Starting patent infringement suit against competitor.
(10) Sale of unissued or treasury stock.
Question 7:
Give the audit procedure you would follow in verifying a capital-stock ac
count.
Question 8:
In a balance-sheet audit of a partnership what examination and verification
would you make of the partners' drawing accounts?
Question 9:
Explain what you understand by Section 104 ("Accumulation of surplus to
evade surtaxes") of the Federal Revenue Act of 1932. How would you determine
whether evasion had occurred in any given case?
Question 10:
The Polar Ice Cream Company has acquired several new mixing machines
under a rent-purchase scheme whereby the manufacturer receives a royalty or
rent of 1 cent for each gallon produced, such rent to cease after 300,000 gallons,
at which time title will pass to the company. W h a t recommendation would you
make for recording the rent on the books?
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Economics and Public Finance
Question 1:
Define (a) value, (b) utility, (c) price, (d) wealth, (e) money.
Question 2:
One of the bills before Congress, intended to decrease unemployment, pro
vides that except in industries involving perishable products including food and
milk, five days of six hours each shall constitute a work-week. Outline the prob
able effects of such a measure on present economic conditions.
Question 3:
In an effort to assist the farmer, it is proposed in one bill before Congress
to raise the prices of farm products, which would necessarily increase the cost of
living for all classes. In view of the inability on the part of large numbers to
support themselves under present price conditions, would not raising the price
level of farm products practically amount to levying a tax on those who utilized
these products for and on behalf of the farmer?
Question 4:
W h a t is the economic effect resulting from such a pyramiding of corporate
relationships as was brought out in the investigations of the Insull case?
Question 5:
One provision of the Securities Act, as introduced, made directors personally
liable for incorrect statements made in the application for registration on the
theory that buyers of securities would depend on such statements and the officers
should be held liable for damages even though the incorrect statements were
made in the best faith. That provision raised the question as to whether ex-
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perienced persons could be persuaded to accept directorships on a board where
financing or refinancing might be necessary and might, therefore, result in secur
ing a weakened type of management of these corporations rather than strength
ening the management.
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Principles and Practice of Accounting
Question 1:
Under the Delaware corporation law, capital stock may be repurchased by
a company "from surplus." Presumably surplus so applied is no longer available
for dividends. How would you indicate this fact on the balance sheet of a Dela
ware corporation which has reacquired a portion of its common stock at a cost
equal to the sum of its capital surplus and earned surplus?
Question 2:
The accounts of a State university contain no reserves for depreciation
although full costs of all buildings and equipment appear on the records. Do you
believe that depreciation reserves should be maintained? If so, how would you
dispose of the annual provisions for depreciation?
Question 3:
In the purchase of a piece of new machinery, the M Company received an
allowance for an older machine it had been using in its plant greater than its
book value (cost less depreciation). For Federal income tax purposes, how
should this transaction be recorded?
Question 4:
The Bellvue Manufacturing Co. has invested $25,000.00 in a filling machine
to be used in an operation previously performed in an outside shop. Under
normal conditions this "special purpose" machine is in use only two or three
hours a day. The factory overhead allocated to the new machine center is $160.00
per 5½-day week. A 9-hour-per-day basis is used for computing other machine
rates, but to employ the same basis for the filling machine would make it appear
that it is not paying for itself. A rate based on normal running hours, on the other
hand, would seem to penalize unduly the products of this machine.
In your opinion how should the correct hourly machine rate be determined?
Question 5:
From the following information construct the net-worth section of the
Lloyd Manufacturing Company's balance sheet at December 31, 1932:
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( 1 ) In February, 1927, when the corporation was established under the
laws of the State of Delaware, it acquired all the net assets of the Lloyd Paper
Box Company. The book value of the net assets to the transferor was $602,349.88, including goodwill of $100,000.00. Stock authorized and issued for
these net assets consisted of 40,000 shares of non-voting no-par cumulative
preferred having an annual dividend rate of 80 cents per share, payable on
February 1, a stated value, as determined by the directors under the authority
of the charter and by-laws, of $10.00 a share, and a redemption price of $12.00;
and 20,000 shares of no-par common having a stated value of $5.00 per share.
These shares were issued pro rata to the stockholders of the old company, 10
shares of preferred and 5 shares of common being exchanged for each out
standing $100-par-value share of the predecessor company. The excess paid-in
value of $102,349.88 was credited to surplus.
( 2 ) T h e subsequent history of the surplus account is as follows:
Balance of earned surplus at February 1, 1927,
on books of Lloyd Paper Box Company
$202,349.88
Less—Portion capitalized on transfer to new company.
100,000.00
Balance appearing on books of new company
Net Profit—
1927 (February 1—December 31)
1928
1929
1930
1931
1932
Amount in excess of stated value received on sale, on
July 1, 1929, of 20,000 shares of newly authorized
no-par preferred at $11.00 per share
Transfer from capital stock accounts, authorized by
Board of Directors, under provisions of charter and
by-laws on July 1, 1932—
Reduction in stated value of preferred to $6.00
Reduction in stated value of common to $1.00
Write-off of goodwill on July 31, 1932, authorized
by Board of Directors
Reduction in value of buildings and machinery to con
form to new price levels, as reflected in report of
National Appraisal Company as at July 31, 1932, as
authorized by Board of Directors
Additional 1932 provision for loss on 1928-30 ac
counts receivable arising from debtors adjudged
bankrupt in 1932, although in previous years be
lieved solvent
Balance, December 31, 1932
*Red.

$102,349.88
$ 36,423.26
29,375.87
6,391.22
2,800.17
*112,647.90
*148,402.55

*186,059.93

20,000.00

240,000.00
80,000.00
*100,000.00

*102,968.23

*49,650.37
$

3,671.35
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(3) Among the assets at December 31, 1932, is an item of reacquired
stock representing the repurchase for cash from the company's president on
that date of 1,000 shares of common stock at $8.00 a share. It is expected that
this stock will be resold during 1933.
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Commercial Law
CONTRACTS
Question 1:
W h a t is the effect of an inadequate consideration for a contract?
Question 2:
Plaintiff delivers to the defendant a quantity of silk to be dyed, and when
it was returned, it was found to be badly and unskilfully done. Plaintiff brought
an action for the defective workmanship. The defense was that when the silk
was delivered back to plaintiff, it was accompanied by a bill of charges on which
was printed the notice, "all claims for deficiency or damages must be made
within three days from date, otherwise not allowed," that plaintiff knew of
such notice but made no claim within time; and that by accepting the goods,
knowing of the notice, defendant claimed a contract was created on the terms
of the notice. Is defendant's contention proper?
SALES
Question 3:
(a) Define stoppage in transitu. (b)

How may the right be exercised?

CORPORATIONS
Question 4:
W h a t is the trust fund doctrine as applied to the capital of a corporation
represented by its capital stock?
Question 5:
A corporation is authorized to issue capital stock of a par value of
$125,000.00. Finding itself in difficulty, it issues additional stock above its
authorization in the sum of $25,000.00, on which a partial payment has been
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made. A receiver for the corporation having been appointed and the assets
being insufficient to meet the claims of creditors, suit is instituted by the receiver
against the new stockholders for the unpaid part of the capital stock. Can
the receiver succeed?
Question 6:
Define (a) corporation, (b) ultravires, (c) dividends as confined to cor
poration, (d) certificate of stock.
PARTNERSHIP
Question 7:
A is a limited partner in X.Y.Z. O n July 1, 1932, he withdraws as a
partner, his capital being returned to him. At that time the partnership is
solvent. On September 1, a receiver is appointed for the partnership which
has become insolvent. At that time, there are a number of creditors who were
such at the time of the withdrawal of the limited partner. W h a t is the liability
of the limited partner with respect to these creditors?
Question 8:
A. & B. are partners and agree to contribute capital of $8,000.00, divided
equally between them. T h e partnership is in need of additional funds and B.
advances the necessary money without an agreement among the partners as to
interest. Is B. entitled to interest on his money in an accounting between the
partners?
NEGOTIABLE INSTRUMENTS
Question 9:
(a) W h a t are the requirements of a negotiable instrument?
(b) Is the negotiability of a note destroyed that contains a provision pro
viding that the note should be payable with cost of collection or attorney's fee
in case payment shall not be made at maturity?
Question 10:
A negotiable note on which a corporation is an accomodation endorser
finds its way into the hands of a holder in due course. After maturity, the note
remaining unpaid is purchased by A. W h a t defenses has the corporation
against A in a suit on the note?
BANKRUPTCY
Question 11:
(a) W h a t is the time limit within which claims must be proved in
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bankruptcy?
(b) Which has priority of payment in bankruptcy: current wages due
employees or federal taxes due to the United States Government?
Question 12:
The X Company issues its check on the National Bank & Trust Co., to
John Doe, an employee, for wages earned. John Doe negotiates said check to
the Wholesale Grocery Co. for cash, but before the check is cleared, the X
Company is declared bankrupt. W h a t preference, if any, is the Wholesale
Grocery Co. entitled to, in the bankruptcy proceedings, as a holder of the check?
INCOME T A X
Question 13:
What, briefly, is the law with respect to the taxability of losses on
corporate stocks and bonds held for less than two years, in the return of an
individual?
Question 14:
Are losses on the sale of municipal bonds held less than two years
deductible on the return of an individual?
AGENCY
Question 15:
A, gratuitously, undertakes to purchase certain property for his friend, B.
Without disclosing the facts to B, A purchased the property for himself and
resold it to B at an advanced price. Can B recover from A the secret profit
made by him?
Question 16:
A, an infant, is appointed by X to sell certain chattels. Can X disaffirm
the sale on the ground that his agent, A, is an infant?
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Principles and Practice of Accounting
Question 1:
The Bertram Fixtures Corporation on October 1, 1929, purchased on con
tract a tract of vacant land adjoining its plant for $50,000.00, payable $10,000.00
in cash and $5,000.00 each year thereafter on October 1, with interest at 6%.
The unpaid balance was secured by a first mortgage. Unpaid special assessments
totalling $1,575.00 were assumed. General taxes for 1929 were to be pro rated.
On July 1, 1932, the board of directors, desiring to free itself of the burden
some contract and seeing no need for the land for some time to come, authorized
the president to cancel the contract. On this date the books showed the follow
ing:
Vacant land—
October 1, 1929 Original cost, including unpaid special assessments. $ 51,575.00
May
2, 1932 Special assessment for street lighting system
1,200.00
General taxes for period from October 1, 1929, to
June 30, 1932, paid or accrued
3,312.16
Interest on unpaid balance from October 1, 1929,
to June 30, 1932, paid or accrued
5,850.00
June

Total book value

$ 61,937.16

Liabilities at June 30, 1932—
Purchase money mortgage
Accrued interest to June 30, 1932
General taxes accrued to June 30, 1932
Unpaid special assessments

$ 30,000.00
1,350.00
600.00
2,175.00

June

30, 1932

30, 1932

Total liabilities

$ 34,125.00

The vendor agreed to cancel the present contract and interest accrued
thereon, assume unpaid taxes and assessments, and to give the company on option
to repurchase for $35,000.00 on or before five years after July 1, 1932, upon the
payment by the Bertram Corporation of $2,500.00. The president accepted the
offer and paid the $2,500.00 on July 8, 1932.

16
On July 1, 1932, the property was appraised at $25,000.00.
Make the necessary entries as at July 1, 1932, to record this transaction.
Give your comments.
Question 2:
From the information appearing below prepare a balance sheet of the
Goldrox Company at December 31, 1932:
Cash in bank (less checks in payment of accounts payable of $19,572.27,
dated December 31, 1932, but mailed to creditors January 5, 1933) .$ 50,081.97
Petty cash (in which are included advances to employees of $575.00,
which are to be repaid from next payroll)
1,000.00
Customers' notes (of which $15,419.50 past due are doubtful and be
lieved to be but fifty per cent collectible)
82,064.48
Accounts receivable (including bad accounts of $18,672.27, doubtful
items—fifty per cent collectible—of $39,961.59, and advances to
officers of $10,500.00 for stock subscriptions and of $2,514.62 on
open account)
137,111.56
Inventory of—
Finished goods (including consignments received amounting to
$3,095.56)
70,725.26
Work in process (excluding factory overhead of $4,604.71)
30,290.22
Raw material (merchandise in transit at December 31, 1932, not en
tered on books, $17,429.70)
56,977.43
Unexpired insurance premiums (in which are included the cash sur
render values of $21,903.38 on officers' life insurance policies)
27,429.70
Bonds and stocks (market value of listed securities $132,055.21; un
listed stocks consist of investments at cost of $54,691.50 in affiliated
companies)
194,412.93
Deposit with sinking fund trustee from which matured but unpresented
bonds of $10,250.00 and unpresented interest coupons of $922.50
have been deducted
32,314.13
Unamortized bond discount and expense
4,604.71
Land
121,195.02
Building
444,467.18
Equipment, including equipment in use, fully depreciated, which cost
$37,429.70
231,752.66
Patents, including worthless patents costing $11,903.38 on which ac
cumulated amortization of $9,215.29 has accrued
132,810.48
Bank loan, on which interest of $815.00 has been prepaid, secured by
bonds and stocks having a book value of $20,146.22
15,000.00
Subscriptions to stock in affiliated companies, payable January 1, 1934. 17,000.00
Trade accounts payable (included in which are debit balances totaling
$9,859.31)
56,977.43
Estimated liability on contract for raw materials canceled December 20,
1932
9,200.00
Loan from stockholder secured by assignment of notes receivable of
$22,316.19
20,000.00
Interest accrued on bonds
5,416.67
Other accrued expenses
23,978.16
6 ½ % first mortgage bonds, payable $5,000.00 semi-annually on March

17
1, and September 1, to March 1, 1942, when balance matures
7% cumulative preferred stock authorized, par value $100.00
7% cumulative preferred stock unissued and unsubscribed
No-par common stock—2,000 shares authorized and issued, including
200 shares sold to officers on which the company has advanced $10,500.00
Surplus (before providing for depreciation reserves of $180,080.34,
and reserve for amortization of patents of $110,907.10; but includ
ing surplus of $25,147.78 arising from revaluation of land)

250,000.00
500,000.00
150,000.00
200,000.00
669,665.47
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Practical Accounting
Problem 1:
The Arnold Company has the exclusive right to manufacture a product
that it sells with optional attachments some of which it also manufactures.
For the purpose of determining relative efficiency, the various departments of
the business except jobbing are credited with their outputs at prices comparable
to those charged by outside suppliers.
Castings from the foundry are machined and assembled in the machine
shop. The specialty department manufactures several of the optional attach
ments sold with the main product. Finished products of the machine shop
and specialty department are transferred to the jobbing department for sale to
customers.
From the trial balance and information following prepare (a) a balance
sheet and (b) a statement of profit and loss showing departmental gross profit:
Trial Balance
December 31, 1932
Account
Dr.
Cr.
Cash in bank
$
40,325.62
Cash on hand
250.00
Accounts receivable
135,627.48
Reserve for bad debts
$
25,628.32
Book inventories—December 31,1932
108,933.24
Prepaid factory supplies
2,516.34
Unexpired insurance premiums
1,596.14
Unamortized bond discount
5,737.50
Land
51,125.62
Building
290,046.91
Machinery and equipment
175,127.60
Office furniture and
fixtures
15,437.82
Salesmen's automobiles
10,487.25
Truck
2,400.00
Reserve for depreciation—
Building
40,027.95
Machinery and equipment
53,701.69
Office furniture and
fixtures
4,158.71
Salesmen's automobiles
5,993.63
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Truck
Accounts payable
Notes payable
Accrued factory payroll
6% first mortgage bonds
7% cumulative preferred stock, $100.00 par value.
Common stock, $10.00 par value
Surplus
Net sales
Jobbing purchases
Foundry—
Purchases
Direct labor
Supervision
Insurance
Supplies and expense
Departmental sales
Machine shop—
Purchases
Direct labor
Supervision
Insurance
Supplies and expense
Departmental sales
Specialty department—
Purchases
Direct labor
Supervision
Insurance
Supplies and expense
Departmental sales
Heat, light and power
Taxes—Real estate
Sales salaries
Sales expenses
Officers' salaries
Office salaries
Bad debts
Insurance
Rent of general office
Office stationery and supplies
Other expenses
Truck expenses
Interest paid on bonds
Other interest paid
Income tax on bond interest
Totals

900.00
35,087.39
27,963.56
2,780.54
170,000.00
175,000.00
200,000.00
216,632.80
1,817,562.14
1,265,149.70
425,114.80
100,696.80
15,809.96
3,500.98
5,268.41
623,588.20
701,460.59
88,401.22
10,018.80
4,261.20
2,897.72
947,441.60
146,291.52
30,022.44
4,286.78
1,081.96
1,598.76
230,372.90
11,108.96
12,659.08
59,408.91
27,762.28
149,280.16
114,509.78
18,175.62
10,081.56
18,000.00
26,409.18
35,601.68
3,650.18
7,650.00
1,650.28
153.00
$ 4,358,206.63

$ 4,358,206.63

The inventories at January 1, 1932, and December 31, 1932, unadjusted
for interdepartmental profit, follow:
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Particulars
Inventories—
Finished products in jobbing department—
Outside purchases
Transfers from—
Machine shop
Specialty department
Raw materials in—
Foundry
Machine shop (outside purchases)
Specialty department
Totals
The interdepartmental billings during the year
To
Foundry Machine Shop
ByFoundry
$623,588.20
Machine shop
$ 28,474.35
$
Specialty depart
ment
Totals

$ 28,474.35

$623,588.20

January
1, 1932

December
31, 1932

$ 24,028.46

$ 17,186.92

62,140.77
15,808.52

50,475.09
15,412.69

12,268.40
17,180.91
3,418.91

10,068.92
13,229.40
2,560.22

$134,845.97

$108,933.24

1932 were as follows:
Jobbing

Together

918,967.25

$

623,588.20
947,441.60

230,372.90

230,372.90

$1,149,340.15

$ 1,801,402.70

The complete output of the foundry is transferred to machine shop. The
billings by the machine shop to the foundry represent defective castings re
turned. These were charged to foundry purchases.
Depreciation should be computed at the following annual rates:
Assets
Buildings
Machinery and equipment
Office furniture and
Salesmen's automobiles
Truck

fixtures

Rate
2%
10%
10%
25%
25%

An analysis of the fixed asset accounts reveals the following changes
during the year:
Balance—
Additions
Balance—
January
During
December
Asset
1, 1932
1932
31, 1932
Building
$278,514.62
$ 11,532.29
$290,046.91
Machinery and equipment—
Foundry
59,306.75
3,519.69
62,826.44
Machine shop
76,884.92
10,227.68
87,112.60
Specialty department
23,680.19
1,508.37
25,188.56
Office furniture and
fixtures
13,230.85
2,206.97
15,437.82
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Salesmen's automobiles
Truck

10,487.25
2,400.00

10,487.25
2,400.00

Certain factory overhead expenses are to be distributed as follows:
Expense
Building depreciation. .
Heat, light and power.
Real estate taxes

Foundry
35%
40%
35%

To
Machine Shop
40%
45%
40%

Specialty
25%
15%
25%

The bond issue was floated October 1, 1928, at a discount of five per cent
and is due October 1, 1938, without prepayments. The bond interest is payable
April 1 and October 1. Income tax payable under the two per cent tax-free
covenant clause should be accrued.
A provision for bad debts was made monthly on the basis of one per cent
of net sales. A review of the accounts receivable reveals that the reserve at
December 31, 1932, to provide for normal losses, should be $28,416.97.
An analysis of the surplus account since January 1, 1931, is as follows:
Particulars
Balance—January 1, 1931
Net operating loss—1931

Amount
$232,873.61
414,819-06*

Balance—January 1, 1932
Adjustment to reduce inventories at December 31, 1931, to cost

$181,945.45*
10,187.35

Preferred dividends paid for years 1931 and 1932

$192,132.80*
24,500.00

Book balance—December 31, 1932

$216,632.80*

*Red.

The truck mileage was used approximately fifty per cent for hauling raw
materials to the foundry and fifty per cent for hauling shipments from the ware
house to freight depots.
Selling and administrative expenses are not allocable to the several de
partments.

